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Small Business Investment Companies
By: N. Gorman Hooper, C.P.A.
New Orleans Chapter A.S.W.A.

“may be inhibiting to the prosperity and
growth of the nation.” This statement points
out that the lack of the facility might have
been interfering with the best employment of
capital funds.
Accountants have frequently come face to
face with this need for long-term loan funds
and equity capital. The growth of business
can be stymied because the lack of long
term financing stunted its growth. We have
also seen companies forced into liquidation or
even ultimate bankruptcy because its short
term financing was suddenly cut off and there
was not available a source of long-term loan
funds.
The assistance which the SBICs can render
to small business concerns are: First, they pro
vide long-term loan funds to what are legally
defined as small business concerns; these loans
have a minimum term of 5 years and a maxi
mum term of 20 years. The second function
is to provide equity capital to such small busi
ness concerns. Up until June 1960, the only
way an SBIC could provide equity capital to
the small business concern was through the
purchase of convertible debentures of such
concerns. In June 1960, the President signed
a bill which allows the SBIC now to take an
equity position in almost any manner it wishes,
through the purchase of common stock or
any combination of corporate securities. Third,
they provide advisory and consulting services
on a fee basis.
As stated, this assistance is available to
small business concerns. A condensed defini
tion of a small business concern would be one
which is independently operated and not
dominant in its field of operation. On a prima
facie basis, a concern shall not be considered
as small if its stock is traded on an exchange,
whether the exchange is registered with the
Securities and Exchange Commission or is
exempt or if its stock has an over-the-counter
market. A concern shall not be considered
small if its total assets together with all of its
affiliates amount to over $5 million, has a net
worth in excess of $2,500,000.00, or if its total
annual income after taxes, together with all of
its affiliates, has averaged over $250,000.00
per annum during the past preceding two
years as reported to the Internal Revenue
Service.
As can be seen from this definition the
word small does not have the connotation we
would at first think and does embrace a large

In August of 1958, Congress passed the
Small Business Investment Act of 1958. The
institutions which it created, the small business
investment companies, have been called
“capital banks,” “the most important financing
institutions yet devised by our economy,” and
“a second national banking system,” by some
of the leading financiers of our country. These
comments indicate that this act may be one
of the most momentous pieces of legislation of
our times.
The fact that the importance of this legis
lation was not at first recognized is evidenced
by the fact that from August 1958 to January
1961, a period of nearly 2½ years, only 177
SBICs were licensed. However, this situation
has changed in the past few months, with an
equal number of SBICs (177) having been
licensed in the past eight months as were
formed in the preceding 2½ years. As of
August 31, 1961, 354 companies had been
licensed by SBA.
Need of Small Business for Long-term
Loan Funds and Equity Capital
The need for some formal, organized
financial machinery to supply long-term loan
funds and equity capital to small business has
long been recognized. The need was brought
to a head at a hearing before the Select Com
mittee on Small Business of the House of
Representatives on November 21, 1957, when
William McChesney Martin, Jr., Chairman of
the Board of Governors of the Federal Reserve
System, agreed that the board would under
take a study of the financing needs of small
business to ascertain the facts. By March 1958,
Parts I and II of the report had been com
pleted. The entire report is called “Financing
Small Businesses.”
The Board of Governors has not completed
Part III of its Study, and although they will
not come to a final conclusion until the entire
study has been completed, the following tenta
tive findings have been drawn from Parts I
and II: The availability of short-term credit
(less than a year’s duration) is fairly adequate;
as the term becomes longer, the availability of
credit becomes less and less adequate. The
availability of long-term loan and equity capital
cannot be considered adequate. In the words
of Chairman Martin, “There is a gap in the
existing structure of financing institutions
which lies in the longer-term debt and equity
capital areas” and the existence of this gap
7

authorized to borrow money, and in order to
encourage the formation and growth of small
business investment companies, the Small
Business Administration is authorized to lend
funds to such companies up to a maximum of
50% of the paid-in capital and surplus of
such companies. In other words, an SBIC
which had capital contributed of $150,000.00
would have $450,000.00 of funds available
almost immediately through the purchase by
SBA of $150,000.00 of debentures and a loan
of $150,000.00.
By the 1961 amendments an SBIC with
private funds of $400,000.00 would have
available through those funds, the sale of its
debentures to the SBA, and the maximum
loan from the SBA $1,200,000.00.
A word of caution—Small Business Admin
istration regulations provide that each Licensee
shall maintain at all times an unimpaired capi
tal. An impairment is deemed to exist when
the retained earnings deficit exceeds 50% of
the combined fully paid capital stock issued
and outstanding and paid in surplus. For the
purpose of this determination, subordinated
debentures to SBA pursuant to section 302 (a)
of the Act will not be considered a part of
capital and surplus.

percentage of the business concerns of our
country.
From the standpoint of the small business
concern, the funds provided by this source are
more costly than those available on a short
term basis. The charges, including fees of the
SBIC, cannot exceed 15% per annum. It must
be remembered this is to a great extent risk
capital and therefore has to produce a rate
higher than the loan which is adequately
collateralized. Too, many small business con
cerns are today factoring their accounts
receivable at a rate sometimes as high as 4%
for a thirty day or shorter period of time.
As a consultant to an operating SBIC I have
seen concerns which were on the brink of
disaster helped by the SBIC. Many which
could not have made the grade without this
assistance are now back on their feet and
operating successfully.
Small Business Investment Companies
From the Investors’ Standpoint
Public and private corporations are char
tered under State law or by SBA for the
specific purpose of providing funds to small
business concerns described previously through
long-term loans or the purchase of convertible
debentures, common stock, or any combination
of corporate securities. These corporations are
also authorized to provide consulting and ad
visory services to small business concerns on
a fee basis. All of the activities of these cor
porations are subject to regulations prescribed
by the Small Business Administration. The
corporations are to be examined by SBA and
will make reports as and when requested by
SBA.
As a condition to the issuance of a license
the Proposed Operator shall have paid-in
capital and surplus equal to at least $300,000.00 in cash (exclusive of organizational
expenses). Although the act provides for en
couraging that the maximum investment be
obtained from private funds, the Small Busi
ness Administration is authorized to purchase
the debentures of the SBIC in an amount equal
to $150,000.00. These debentures are subor
dinate to any other debenture bonds, promis
sory notes, or other obligations which may be
issued by such companies. These debentures
shall be deemed a part of the capital and
surplus of such companies for the purpose of
meeting the requirements of $300,000.00 of
paid-in capital and surplus.
By the Small Business Investment Act
Amendments of 1961, the amount of capital
SBA may invest in an SBIC, on a matching
basis, was increased from $150,000.00 to
$400,000.00.
To provide additional funds the SBICs are

Tax Concessions Granted to SBICs
and Their Investors
Section 57 of the Technical Amendment Act
of 1958, provide certain tax concessions to
SBICs and their investors.
The Small Business Investment Company
can deduct as an ordinary deduction any loss
sustained on the sale, exchange or worthless
ness of convertible debenture or stock acquired
from small businesses through the conversion
of those debentures. It is also granted a 100%
dividend-received deduction for dividends
received by small business investment com
panies rather than the 85% credit.
In addition, in 1958 Subsection 11 added to
Section 542 (c) of the 1954 Internal Revenue
Code which provided exemption from the
definition of a personal holding company, a
small business investment company which is
licensed by the Small Business Administration
and operating under the Small Business In
vestment Act of 1958 and which is actively en
gaged in the business of providing funds to
small business concerns under the Act. How
ever, this does not apply if any shareholder
of the small business investment company
owns at any time during the taxable year- di
rectly or indirectly (including, in the case of
an individual ownership by the members of
his family as defined in section 544 (a) (2)
a five per centum or more proprietary interest
(Continued on page 14)
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( Continued from page 6)
5 per centum or more in value of the out
a Service representative on a matter relating standing stock of such concern.
to some other taxpayer, he should still be
By Treasury Decision 6449 on January 27,
permitted to make a voluntary disclosure as 1960, the Regulations of the Internal Revenue
to any matter not related to the transaction Service were amended by incorporating there
which is subject of such collateral investiga in Subsection (d) of Section 533-1 which pro
tion.
vided that although a small business invest
The acceptance of a voluntary disclosure ment company under the Small Business In
should grant immunity from prosecution to vestment Act of 1958 would be considered a
the taxpayer and any persons who assisted “mere holding or investment company” within
him in the attempted evasion for the years the meaning of Section 533 (b), the presump
involved.
tion of the existence for the purpose of avoid
The Tax Section of the American Bar Asso ing income tax with respect to shareholders
ciation has recently urged the Commissioner and the resultant penalty for unreasonable
of Internal Revenue to reinstate the voluntary accumulation of surplus, which results from
disclosure policy. The Commissioner has the fact that such a company is a “mere hold
agreed to study the proposal for possible ing or investment company” will be considered
action by him or by a higher official of the overcome so long as such company:
Treasury Department.
(1) Complies with all the provisions of the
Small Business Investment Act of 1958 and
Privileged Communications
the regulations thereunder; and
(2) Actively engages in the business of
Communications between a taxpayer and
providing
funds to small business concerns.
his attorney are privileged, and the attorney
The
stockholders
of small business invest
may refuse to disclose any information so
ment
companies
are
allowed an ordinary de
communicated to him unless the taxpayer (his
client) waives the privilege. Such a refusal duction for loss on sale, exchange, or worth
under the privilege status may extend to an lessness of small business investment company
swering questions by agents, to interrogation stock. Such losses qualify as trade or busi
before a grand jury, or during the course of ness losses for net operating loss deduction
purposes.
his examination as a witness at a court pro
As stated in the beginning, as of August 31,
ceeding. This privilege is broad enough to
cover any books and records of the taxpayer 1961, 354 small business investment com
which are in the attorney’s possession, pro panies had been licensed by the Small Busi
vided the taxpayer himself could assert such ness Administration.
As of that same date public and private
privilege.
The status of privileged communications capital of SBICs, available for or already in
does not exist as between the taxpayer and vested in small business enterprises totals $280
his accountant. Because of this, the accountant million, of which only $42 million in Federal
may be called upon to supply any information funds have been committed in exchange for
he may possess with respect to the taxpayer. subordinated debentures of licensees to help
While not all tax cases where fraud is them meet maximum capital requirements of
suspected result in the bringing of fraud $300,000. This represents a ratio of nearly
charges against the taxpayer, it is advisable that $6 in public funds for every $1 in Federal
the accountant recommend to his client, in mat money.
As of August 31 of this year SBICs have
ters where prosecution for tax fraud may be in
dicated, that he consult an attorney, who may completed public sales of their stock amount
advise him of his constitutional rights and ing to $215 million, and eight others have sales
privileges against self-incrimination, the priv of securities in progress for another $71
ileged status of communications made to such million. Ten other SBICs have filed registra
attorney, and any other matters requiring tion with the Securities and Exchange Com
mission for the sale of securities involving
legal guidance.
The author, a partner of M. L. Rachlin and another $60 million. In addition, 165 compa
Co., New York City, presented this paper at nies have received a notice to proceed from
the AWSCPA-AWSA joint annual meeting in SBA, and nearly 100 other proposals to form
SBICs are undergoing review in Washington.
Milwaukee, October 1961.

The author, Mrs. N. Gorman Hopper, an
individual practitioner in New Orleans, La.
presented this paper at the joint annual meet
ing of AWSCPA-ASWA, Milwaukee, Wiscon
sin, October 1961.
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in a small business concern to which funds
are provided by the investment company or
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